nal Revenue Building]l111 Constitution Code and general principles of taxvla
Avenue, NV., Washington, DC. including the step transaction doctrine.
FOR FLRTHER INFORMATION CON- Those final regulations are issuedeels
TACT: Concerning the regulations, Markwhere in this issue of the Federal Regis-
D. Harris, (202) 622-3860 (not a toll-freeter.
number); concerning submissions and the As indicated in the preamble to the
hearing, LaNia VanDyke, (202) 622- check-the-box regulations, the IRS and
REG-110385-99 7180 (not a toll-free number). Treasury have been monitoring the man-
ner in which taxpayers have used the
check-the-box regulations since their en-
ACTION: Notice of proposed rulemak- actment The focus has been to de_termi_ne’
ing and notice of public hearing. Backgound whether taxpayers use the regulations in &

. ; : manner inconsistent with the application
SUMMARY: This document contains ; - .
This document proposes to amend thgf any Code provisions, and, if so, what,

proposed regﬁlations adq;]gssing Ce,;,tag.lrrent Procedure @Administration if any, action is appropriateThe pream-
transactions that occur within a specifiegeqjations (26 CFR Part 301) relating tje to the check-the-box regulations cited

per.IOd of tlme b_efore or after a Change Iﬁ]e classification of entities for Federathe use of partnerships as a primary con-
entity classification The proposed regu- 1y rposes. On December 18, 1996, th&rn. Howeve it has become apparent to
lations prevent, in Ilmlted cireumstances)pg ang tie Treasury Department pub-the |RS ad Treasury that taxpayers may
the use of changes in entity classificatioflgpe fing regulations (61 FR 66584) réattempt to use entities that are disregarde
to alter a taxpayes Federal tax Conse-,iing 14 the classification of busiNess ofas entities separate from their owners

grl::nngceeisn. c|gsnscijfi;;tti2ﬁsb§ ;efglﬁelztéoé}%}- nizations under section 770The (gisregarded entities), in addition to part-
regulations (the check-the-box regulaperships, to achieve results, in relation to

ble entity that was originally classified 4Sions) replaced the increasingly formalisgertain transactions, that are inconsisten

an association taxable as a corporatiotrb : P . :
. ) ic entity classification rules with arst ; o i
(and, but for this regulation, would be Yy with the policies and rules of particular

classified as an entity disregarded as ler, ele<(:jti\t/e regime;hg net\/v ?Jlesbweée Code sections or tax treati€shese regu-
. . : . signed to ease administrative burdensi i i i
entity separate from its owner) will be in-. 9 N&tions are intended to address inappropri-

. . S . taxpayers and the governmerithe
validated in certain limited circum- pay 9 Y ate Federal tax consequences that woulc

. . _were not, howewveintended to change the i i
stances This document also contains a, e 9€ N€ostherwise result from certain of these

. . . lication of substantive Internal Re ; ;
notice of public hearing on these pro: Ep Code (Code) provicon transactions under a number of interna-
d requlati enue Code (Code) provisions. tional provisions of the CodeThese pro-
posed regulations. In the preamble to the check-the-box;«; i ;
DATES Written comments must be re- P Xisions include the rules governing source

. regulations, the IRS anTreasury ex- fi d . h H
ceived by February 28, 2000. Requests - of income under sections 861 throug
%)ressed concern about potential IMpropgfgs  foreign tax credit limitation cate-

speak (with outlines of oral comments) f the check-the- lati . 009 ( ) (€
the public hearing scheduled for Sanuarises of the check-the-box regulations 'rg?rcl)esnlér:ﬁ; S'i(t:g?;stimhier glsggzlzog
W 1P 1 u u

: Yolving partnerships:
31, 2000, must be submitted by January [IIn I?grﬁ)t of the incFr)eased flexibility under an .
10, 2000. elective regime for the creation ofganizations (sectlons 951 throth 964)' and outbound
ADDRESSES: Send submissions toclassified as partnershigireasury and the IRS will transfers under section 367 (in this last
CC:DOM:CORP:R (REG..L10385-99), continue to monitor carefully the uses of partne case, Ieading to affierent result than that
room 5228, Internal Revenue Serviceships _in the in_ternational context a_nd will take apgytlined in the example in the preamble to
POB 7604, Ben Franklin Statiolash- beot 2\ S o RErieieins e e dhe section 367(a) regulations (63 FR
ington, DC 20044. In the alternative, suband rules of particular Code provisions or of U.S: 3550)).

missions may be hand delivered betweenx treaties. The IRS ad Treasury considered sev-
the hours of 8 a.m. and 5 p.m. to: On October 28, 1997, the IRS ancral responses to these transactions an
CC:DOM:CORP:R (REGE10385-99), Treasury issued a notice of proposed rulgletermined that a special rule completely
Courier's Desk, Internal Revenue Servicenaking (62 FR 55768) under sectiorfevoking the entitis classification as a
1111 ConstitutionAvente NW., Washing- 7701 These regulations specify the taxdisregarded entity was the most equitable
ton, DC Alternatively, taxpayers may conseguences resulting from an electioand administrable approach. Of tree r
submit comments electronically via theo change the Federal tax classification afponses considered, the IRSIdneasury
Internet by selecting theTax Regs” op- an eligible entity (the conversion regulabelieve that this approach also gives the
tion of the IRS Home Page, or by submittions). The conversion regulations alsogreatest certainty to all parties involved in
ting comments directly to the IRS Interneprovide that the tax consequences of dhe transactions covered by this rule.

site at: http://wwv.irs.ustreas.gov/ elective change in the classification of afxplanation of Provisions
prod/tax_regs/regslist.htmIThe public entity for Federal tax purposes are deter- This special rule is limited in scope. It
hearing will be held in room 2615, Inter-mined under all relevant provisions of thenly applies to “extraordinary transac-

AGENCY: Internal Revenue SerViceSupplementary Information:
(IRS), Treasuy. '



tions” (such as sales of a part or whole ifTmonth limitation on elections understatus” could be terminated. See
terest) that occur within a periodme 8301.7701-3(c)(1)(iv). Howervgeif that 8301.7701-2(d)(3)(i) The IRS ad Trea-
mencing one day before and ending 12lassification election undersury are concerned that taxpayers have
months after the date that a foreign eligi§301.7701-3(c) is invalid under this regubeen tréficking in these types of entities.
ble entity changed its classification to distation, then the election to be a disreAccordingly, these proposed regulations
regarded entity status, provided that thgarded entity shall not constitute an elecwould add a new provision to
entity had been classified as an associion for all Federal tax purposes,g8301.7701-2(d)(3)(i) which terminates an
tion taxable as a corporation within theéncluding the limitation on elections entity's “grandfather status” when one or
12-month period prior to the extraordi-under 8301.7701-3(c)(1)(iv). more persons, who were not owners of
nary transaction The rule also applies to These regulations do not prevent théhe entity as of November 29, 199%-b
certain “shelf” entities that might be usedCommissioner from applying all applica-come owners of 50 percent or more of the
in an attempt to circumvent the 12-montHple common law doctrines to any extraorinterests in the entit
rule. In these cases, the entity would ngtinary transaction to which this rule-a
be treated as a disregarded gntind in- plies, in any administrative or judicial Relevance
stead would be classified as an associproceeding (and create no inference as t0Tne check-the-box regulations provide
tion taxable as a corporation for allrpu the treatment of such transactions oCCuf special rule when the Federal tax classi-
poses The regulations provide rulesring prior to the #ective date of these ficaiion of a foreign eligible entity is no
specifying from what date this classificategulations). Conversglthe Commis- |onger relevant The rule states that if the
tion as an association taxable as a corpsioner may also provide administrative regssification of a foreign eligible entity
ration will be applicable. Examples oflief from these regulations by publisheqyhich was previously relevant for Federal
these provisions are included in the renglJidance- tax purposes ceases to be relevant fol
lations. The IRS ad Treasury will continue to sixty consecutive months, the entiy
This special rule will not apply to anmonitor potentially improper uses of thegassification will initially be determined
extraordinary transaction if a taxpayer escheck-the-box regulations involving party,nqer the default classification when the
tablishes to the satisfaction of the Comnerships and disregarded entities, and Wilj;sification of the foreign eligible entity
missioner that the classification as a disréake appropriate action when such useg,ain hecomes relevant (hereinafter 60-
garded entity does not materially alter th@chieve results that are inconsistent with,nih ryle). Several practitioners have
Federal tax consequences of the extradhe policies and rules of particular Codggqyested guidance on whether the act of
dinary transaction. provisions or of U.S. tax treaties. filing an entity classification election
The IRS ax Treasury do not intend  This special rule does not apply to th¢zorm 8832, Entity Classification Ele
that this regulation will invalidate an en-transactions described in the proposeghn) causes an entity to be relevant for
tity classification election in the absencéegulations on hybrid branch transaction§,-hoses of the 60-month rule. Practi-
of a separate extraordinary transactiorpublished in the Federal Register on Jul,ners also have requested clarification
even though the deemed consequences’sh, 1999 (64 FR 37727), issued pursuaptgarding whether a newly formedrfo
such election under the conversion regd0 Notice 98-35 (1998-27 IRB 35).¢ign eligible entiy, that has never been
lations may constitute an extraordinaryl hése proposed regulations apply only tay|eyant, is subject to the 60-month rule.
transaction. In the preamble to the corflispositions of interests in disregarded en- 1,g5¢ proposed regulations provide
version regulations, howenehe IRS and lities in extraordinary transactions. that if a foreign eligible entity files an en-
Treasury requested comments on the ap-1he IRS ad Treasury request com- iy, c|assification election, it is considered
propriate tax consequences of an entitjiénts with respect to the special rule cong|eyant on theféective date of the elec-
classification election made by a foreigri@ined herein. In particulathe IRS and ion for purposes of the 60-month rule.
eligible entity that is not relevant for Fed-Tréasury request comments on the Spgpoevae, if the foreign eligible entity is
eral tax purposes (e.g., with respect to tHéfic types of transactions which shouldyienyise not relevant within the meaning
basis of property or earnings and profit§€ excluded from the application of the, §301.7701-3(d)(1)(i), then for pu
of the entity). No comments have beefiPecial rule When this proposed regula-poses of applying the 60-month rule the
received The IRS ad Treasury continue tion is finalized, the IRS ahTreasury in- gty will be considered to be not rele-
to study and solicit comments on this imi€nd to issue guidance that will identifyyant on the day after the date the entity
portant issue and are considering whetheSPecific transactions that will be excludeq,ssification election wadfective.
in certain circumstances, the electionTom the application of this special rule. e preamble to the conversion regula-
combined with another event whereby th%randfatheed Faeign Per Se Entities tions stated that a foreign eligible entity

entity becomes relevant, should be con- that is not relevant has a Federal tax clas-
sidered to be inappropriate and, therefore, The check-the-box regulations allowedification The proposed regulations clar-
invalid under these regulations. for certain corporations underify that such an entity is subject to the 60-

If an entity made a classification elec§301.7701-2(b)(8)(i) to be treated asnonth rule. Howeve the proposed
tion pursuant to 8301.7701-3(c) to be digpartnerships if certain conditions enumerregulations provide an exception for a for-
regarded, and that election was cdnsi ated in §301.7701-2(d)(1) were satisfieceign eligible entity that was never rele-
ered a change in classification, that entitiHoweve, upon the occurrence of certaivant (within the meaning of
would normally be subject to the 60-events, such an entity “grandfathered 8301.7701-3(d)(1)) during its existence.



Such entitys classification will initially written comments and an outline of then or after the date final regulations are
be determined pursuant to the provision®pics to be discussed and the time to hmiblished in the Federal Registe
of 8301.7701-3(b)(2) when the entitydevoted to each topic by (preferably a Pa. 3. Section 301.7701-3 is amended
first becomes relevant. signed original and eight (8) copies) Januas follows:
ary 10, 2000. Howevecomments notto 1. The text of paragraph (d)(1) follow-
be presented at the hearing must be suig the paragraph heading is redesignatec
Except as otherwise specified, thesMitted by February '28, 2OOQ. as pgragraph (d)(1)(i), and a paragr_aph
regulations are proposed to apply as of the A period of 10 minutes will be allotted heading is added for pa}.ra.graph (d)@)(®.
date final regulations are published in théo each person for rr_lakmg comments. 2. Paragraph (d)(l)(_n) is a_ldded.
Federal Registe An agenda shpwmg the scheduling of 3. Paragraph (d)(2) is revised.
the speakers will be prepared after the 4. Paragraphs (d)(3) and (d)(4) are
Special Analyses deadline for receiving outlines hasadded.
_ _ ~passed. Copies of the agenda will be 5. Paragraph (h) is redesignated as
It has been determined that this noticgyailable free of chrge at the hearing.  paragraph (i).

of proposed rulem.aking is qot a.signifi- ' ' 6. A new paragraph (h) is added.
cant regulatory action as defined in ExedPrafting Information The revision and addition reads as fol-

utive Order 12866 Therefore, a regula-
tory assessment is not required. It alst(I)
has been determined that section 553(h

of the Administrative Proced@Act (5 eva, other personnel from the IRS and

U.S.C. chapter 5) does not apply to the gy : : . . -
regulations, and because these regulatioséareasury Department participated in their (d) Special rules for fieign eligible en-

velopment. iti initi i
do not impose a collection of information P tities—(1) Definition of relevance—(i)

on small entities, the Regulatory Flexibil-Proposel Amendments to the RegulationsGe!’.‘eral rule*
(i) Deemedrelevance—(A) General

ity Act (5 U.S.C. chapter 6) does not ) ) : .
app. Therefore, a Regulatory Flexibiliy Accordingly, 26 CFR part 301 is pro- fule. For purposes of this section, except

Analysis is not required. Pursuant to sed20sed to be amended as follows: as provided in paragraph (d)(1)(ii)(B) of

: . . this section, a foreign eligible entity that
fion 780(7) of the Code. this NONCE OfPART 301--PROCEDURE AND files Form 8832 (Entity Classification
broposed rulemakxing wiit be SUbmitted 1o, ppNISTRATION Election) shall be deemed to be relevant
the Chief Counsel foAdvocacy of the only on the date the entity classification
Small Busines Administration for com-  Pa. 1. The authority citation for part y y

its | [ i i . election is &ective.
ment on its impact on small business. 301 continues to read in part as follows: (B) Exception If a foreign eligible en-
Authority: 26 U.S.C. 7805 * * * puon g g

Comments and Public Hearing Pa. 2. Section 301.7701—2 is amendthy is relevant within the meaning of
hy: T ' paragraph (d)(1)(i) of this section, then
Before these proposed regulations are’: . . the rule in paragraph (d)(1)(ii)(A) of this
adopted as final regulations, consiaer 3 fRemovmghths Ianguage or” at thesection shall not apypl
tion will be given to any written com- en2 oRparagrlap r(] )(3)({)(5’)' he end of (2) Entities that wee neverelevant.f
ments (preferably a signed original and “- emoving the period at the end o

: . .. . »aforeign eligible entit\s Federal tax clas-
iaht (8 es) that bmitted timel a_ragraph (B)()(C) and adding “; or"”..~ . _
(ohe IRS The IRS ad Treasury request " 1 Place i n paragraph (0(1) of this secton).
: 3. Adding paragraph (d)(3)(i)(D). - RO LD
::é)g:ﬂgﬁzasac;]r:j t:swc:?:ggyogethnt:argg%c;s;gr 4. Adding a sentence at the end 0}hen the entitis classification will ini-

paragraph (e) tially be determined pursuant to the provi-
to gnderstand A.” gommgnts will be The additioﬁs read as follows: sions of paragraph (b)(2) of this section
available for public inspection and copy- §301.7701-2 Business entities: Olefini\_Nhen the entity first becomes relevant (as

Proposed Effective Date

The principal author of these regul lOWs: L .
ns is Mark D. Harris, Gice of Associ- 8301.7701-3 Classification of certain

e Chief Counsel (International). Howbusiness entities.

* * *x * %

ingi.\ e hearing has b edul Hons. defined in paragraph (d)(1)(i) of this sec-
public hearing has been schedule x % o+ % % tion).

for January 31, 2000, beginning at 10 s (3) Special rule when classification is
a.m., in room 2615, Internal Revenue (d) s no longerrelevant If the classification of
Building, 1111 Constitution Avenue NV., (_3)* s a foreign eligible entity is not relevant for
Washington, DC. Because of access r () sixty consecutive months, the entiy

strictions, visitors will not be admitted be- (D) The date any person or persongyassification will initially be determined
yond the Internal Revenue Building lobbyVho were not owners of the entity as ofjnger the default classification when the
more than 15 minutes before the hearinfjovember 29, 1999, own in the aggregatgiassification of the foreign eligible entity

starts. a 50 percent or greater interest in the efpcomes relevaniThe date that the clas-
The rules of 26 CFR 601.601(a)(3)t- e sification of a foreign entity is not rele-
apply to the hearing. vant is the date an event occurs that

Persons that wish to present oral com- (e) Effective date* * * However, para- causes the classification to no longer be
ments at the hearing must submit timelgraph (d)(3)(i)(D) of this section appliesrelevant, o, if ho event occurs in a tax-



able year that causes the classification tnencement of the extraordinary tracisa months of the igective date of the entity classifica-
be relevant, then the date is the first datjon) in a transaction or series of re|atea°n(_f;';c“°n& The sale of FCL i that is di
. . . . . 1 esult. e sale O , an entty that Is dis-
of that taxa_ble yaa ) transagtlons in which gain or loss is nq;egarded as an entity separate from its owner which
(4) Effective dateParggraphs (d)(2)(ii), recognized (for Federal tax purposes), ifjas previously classified as an association taxable
(d)(2), and (d)(3) of this section apply onwhole or in part (acquisition transaction);as a corporation, is an extraordinary transaction, and

or after the date final regulations are pub- (B) After the acquisition transaction (orbecause it occurred within 12 months of tlitee

lished in the Federal Registe transactions), the acquired assets corf{!® date of the entity classification election, it is
% * % % . than 80 percent of the value cifmject to the rule of paragraph (h)(1) of this section.
prise more than p valu nder paragraph (h)(1) of this section, the entity

(h) Special rule when feign entities the assets of the entity that is disregardeghssification election to treat FC1 as an entity that is
that ae disegaded as entities separate@S an entity separate from its owner; anddisregarded as an entity separate from its owner is

. . . C) Such entity is subseguentlg-i invalid, and FC1 remains classified as an association
from their owner ge used in an extradi ( ) y d ¥ axable as a corporation as if there had been no elec

nary transactior—(1) General rule—(i) volved in an extraordinary traﬂsa(:tlortion to be disregarded as an entity separate from its

When an eligible entity becomes reis Withir_‘ 12 months Of_the date on which thgyng. ThereforepPis taxed as if it sold the stock of
garded as an entity separateofn its acquisition transaction (or the last of SUCRC1, and not the assets of FCL1.

owne. Notwithstanding any other provi- transactions) is completed. Example 2. (i) Facts The facts are the same as
. . . . - _ (i) Calculation of value of entitiesor Example 1except that an entity classification elec-
sion of th.'s. section, a for.e|gn ellglble. en (r )oses of calculating the ratio of assellon is not made for FC1P wishes to avoid the re-
tity classified as an entity that is disrePUrp ulating t 10 0l It in Example 1and not be subject to paragraph
garded as an entity separate from itdnder paragraph (h)(2)(i)(B) of thiscse (h)(1) of this section.P had formed FC2 two years
owna, will instead be classified as an astion, cash and marketable securities of aiefore the date of the extraordinary transactian
sociation taxable as a corporation, if— entity shall not be included to the extenthat time,P had elected for FC2 to be treated as an

. . i tity that is disregarded as an entity separate from
(A) A 10-percent or greater interest ”{hat the cash and marketable securities egl lSsgnce that timeg FC2 has conduc)t/ed r?o business

the foreign eligible entity is sold xe Cee_d the reasonable needs of that €8ty yyities and has held no asse@causes FCL to
changed, transferred or otherwises-di bUS“|.neSS-. - merge into FC2 (under foreign law), with FC2 sur-
posed of in one or more transactions (col- (i) Period ofreclassification If para- viving, in a transaction in which gain or loss is not
lectively, extraordinary transactions) thagraph (h)(2)(i) of this section applies, théecognized for Federal tax purposes. On the same

. . . . . ay, Psells FC2 to an unrelated third part
occur (or are treated as occurring) in théoreign eligible entity shall be treated aéj (i) Result The sale of FC2 is an extraordinary

period commencing one day before andn associ_ation_taxable as a CorporatiQthsaction. Furthermore, despite the fact that FC2
ending 12 months after théfective date from and including the date of the acquiwas formed two years before the date of the extraor-
of that foreign eligible entitg change in Sition transaction, o if the acquisition dinary transaction, paragraph (h)(2) of this section

. . . . . transaction involves a series of relatefjeats FC2 as an association taxable as a corporatior
classification to an entity that is disre his is because more than 80 percent of FC2's post-

garded as an entity separate from itgansaCt_ionS’ the date of the last of su erger assets were acquired from FECThus, the

owner; and transactions. extraordinary transaction is subject to the rule of
(B) The foreign eligible entity was pre- (3) Exception. The rules in paragraphsparagraph (h)(2) of this section, and has the same re

viously classified as an associatiox-ta (h)(1) and (2) of this section will not sult asexample 1. _

able as a corporation at any time withi@pply to an extraordinary transaction if a (5) Effective date.This paragraph (h)

the 12-month period prior to the date ofaxpayer establishes to the satisfaction @Pplies on or after the date final regula-

the commencement of the extraordinarihe Commissioner that the classificatiofons are published in the Federal Regis-

transaction. as an entity that is disregarded as an entit§"

(i) Period ofreclassification If para- Separate from its owner does not materi- reerorr
graph (h)(1)(i) of this section applies, thelly alter the Federal tax consequences of Charles O. Rossotti,
foreign eligible entity shall be treated aghe extraordinary transactionthe Com- Commissioner of
an association taxable as a corporatigmissioner may also provide exceptions to Internal Revenue.

(and no intervening Federal tax classificaparagraphs (h)(1) and (2) of this section':”ed L the Gfice of the Federal Redister on
tion will be valid) .from gr_1d |nclu-d|ng the by published _ guidance (See(Novemer 26, 1099, 8:45 s, and publigshed i
date that the foreign eligible entity cease@601.601(d)(2) of this chapter). issue of the Federal Register for November 29,
to be classified as an association taxable (4) Examples.The following examples 1999, 64FR. 66591)
as a corporation. illustrate the rules of this paragraph (h).

(2) Shelf entities—(i) Acquisition of as- These examples assume that all foreign
sets fom another entity A foreign eligi- entities (FC) are eligible entities that are
ble entiy, classified as an entity that isclassified as associations taxable as co
disregarded as an entity separate from iporations, and all U.S. entities (P) are cor-
owne, will instead be classified as an asporations, unless otherwise specified.
sociation taxable as a corporation, if— The examples are as follows:

(A) It acquires the assets of one or Example 1 (i) Facts P owns 100 percent of
more foreign business entities (WhiCHzCl' P plans to sell FC1 An entity classification

ere classified as associations taxable election under paragraph (c) of this section is made
w m latl X ?0% FC1 such that FC1 is now classified as an entity

corporatio_ns at_ any time within the 12+jsregarded as an entity separate from its owner (P).
month period prior to the date of the comp sells FC1 to an unrelated third party within 12




